REPORT OF THE AUDITOR-GENERAL TO THE PROVINCIAL LEGISLATURE 
OF the EASTERN CAPE PROVINCE AND MUNICIPAL COUNCIL ON THE 
financial STATEMENTS AND PERFORMANCE INFORMATION OF 
UKHAHLAMBA DISTRICT MUNICIPALITY FOR THE YEAR ENDED 30 JUNE 
2006 


report ON THE FINANCIAL STATEMENTS 
Introduction 

1. I' was engaged to audit the accompanying financial statements of the 
Ukhahiafnba District Municipality which comprise the statement of financial 
position, as at 30 June -2006, statement of financial performance, staterrient of 
changes in net assets and -separate cash flow statement for the year then 
• ended, and a summary of significant accounting policies and other explanatory 
notes, as set out on pages [xx] to [xx]. 

Responsibility of the accounting officer for the financial statements 

Z The accounting officer is responsible for the preparation and fair presentation of 
these financial statements in accordance with generally recognised accounting- 
practices (GRAP) and generally accepted '.municipal .accounting practices 
(GAMAP) as set out in accounting policy note 1.1 and in the manner required by 
the Municipal Finance Managerpent Act, 2003 (Act No. 56 of 2003) (MFMA). 

This responsibility, includes: , 

■ deslghing, Implementing and maintainlhg internal controls relevaht to the 
■preparation and fair presentation of financial statements that are free from 
material misstatement, whether due to fraud or error 

* selecting and applying appropriate accounting policies 

» making accounting estimates that are reasonable in the circumstances. 

Responsibility of the Auditor-General 

3. As required-by section 188 of the Constitution of the Republic of South Africa, 
1996 read with section 4 of the Public Audit Act, 2004 (Act No. 25 of 2004), my 
responsibility is to express an opinion on these financial statements based on 
my audit in accordance with the International Standards on Auditing. Because of 
the matters discussed in the Basis for disclaimer of opinion paragraphs, 
however. 1 was not able to obtain sufficient appropriate audit evidence, to provide 
a basis for an audit opinion. 

Basis of accounting 

4. The municipality's policy is to prepare the financial statements in the basis of 
. ' accounting determined by national treasury, GRAP, GAMAP and GAAP as set 

out in the accounting policy note 1.1. 

Basis for disclaimer of opinion 
Revenue 

5. The statement of financial performance disclosed revenue to the amount of 
R262 million. Journals supporting the validity, accuracy, and completeness of 
service charges, government, grants and subsidies and other income to the 
amounts of R9,1 million, R15,7 million and R3 million respectively, as included in 
revenue, were not provided for audit. 
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6. The sample selected for receipts testing revealed that receipts to the arnount of 
R38,020 was accounted for at R126,,885 in the general ledger. 

7. A difference of R905,082 was noted between grants and. subsidies actually 
received and the municipality’s allocation as per the division of revenue act. The 
difference was not reconciled or .explained by management 

8. Interest was not charged on outstanding debtor balances as the municipality had 
not formally adopted a credit control or debt collection policy. The quantification 
of lost Interest was not .possible in the absence of the said policies of reliable 
supporting information: 

9. Interest earned from external irivestments to the amount of R3,3 million 
contradicted the trail balance amount of R369,016. The difference of R2,9 million 
Was not reconciled or explained by management 

10. Fair value adjustments disclosed at R1 million as per the statement of financial 
performance contradicted the trail balance amount of R161,348. The difference 
of R894,740 was not reconciled or explained by management ' 

11.1 was therefore unable to confirm the completeness and accuracy of revenue. 


.Expenditure • ‘ ‘ - 

12. Payment vouchers to the value of.R4,6 million and documentation, calculations 
and council resolutions supporting the validity of the bad' debts write off to the 
amount of R204;i03 included in expenditure which is disclosed at R297,7 million 
on the statement of financial performance, were not presented for audit 

13. Journals to the value of R139 million, were not supported by documentation or 
management explanations whilst expenditure to the amount of R445,B84 was 
recorded in the incorrect financial period. ' 

1 4. The validity and occurrence of expenditure could not be verified as a.result of the 

above findings. ' • 


Employee related costs 

15. Evidence supporting the validity, accuracy and completeness of monthly 
payments made to third parties, valued at R7 million as included in salaries, 
wages and allowances on the statement of financial performance to the amount 
of R 63,7 million,, was not supplied for audit purposes. Furthermore, the sample 
selected for wage payouts for contract workers revealed that wage payouts to 
the amount of R64,540 could not be reconciled to timesheets or the wage 
register. The corripleteness and accuracy of wage payouts could therefore not 
be confirmed. 

Irregular and unauthorised expenditure 

1 6. Expenditure disclosed at R297,7 million on the face of the statement of financial 
perforrriance meets the definition of irregular expenditure as the district 
municipality has not adopted and imple.mented a formal'- supply chain 
management policy. In addition, quotations and contracts supporting the validity 
of expenditure to the amount of R1 million and R14,3 million respectively couid 
not be provided for audit. 

17. A schedule detailing the unauthorised expenditure to the value of R3 million as 
disclosed in note 28 of the annual financial statements and the action taken by 
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management to recover such expenditure has not been supplied for audit 
purposes. The municipality has further incumed expenditure of. R13 million in 
excess of the budget for various departments and therefore also constitutes 
unauthorised expenditure. 


Other Debtors ' . 

18. Other debtors before the provision for bad debts is disclosed at R30,8 million in 
note 11 to the annual financial statements and include- current debtors to the 
amount of R28,9 million. The current, debtors’ .balance decreased by 
R121.1 million from the previous year with no supporting documentation and no 
•explanadons provided by management for the decrease. Furthermore, an' 
amount of R10,3 million which is owed by the Gariep municipality is excluded 

. from the disclosure. 

19. Creditors with debit- balances to the amount of R2,6 million were incorrectly 
disclosed and excluded from the debtors balance. 

2p. The current debtors’. disclosure contradicted the supporting debtors age analysis 
balance of R26,7 .mi]lion resulting in an unexplained and unreconciled difference 
of R2,2 million. The unreliability of the debtors’ age analysis and lack of 
appropriate supporting documentation impaired my ability to provide an opinion 
on the district municipality’s provision for bad debts. 

21. Documentation supporting the'clearanceof the debtors' suspense account to the 
arhount of R442,489 was not provideti for audit. 

22. in the absence ,of reliable supporting documentation requested^ I was unable to 
perform alternative procedures' and provide an opinion on the completeness, 
existence and valuation of the debtors’ balance disclosed. 


Call investment deposits and Bank balances and -cash 

23. Call investment deposits disclosed at R28,3 million on the face of the statement 
of financial position and note 14 to the annual financial statements are 
redeerriable within 3 months or less and rrieets the definition of bank balances 
and cash as per the district municipality’s accounting policy. These investments 
are inappropriately disclosed as call investment deposits in the anriual financial 
statements and understate the bank balances and .cash disclosure by the said 
amount 

24. dournais to the amount of R44.7 million were passed against the bank and cash 
accounts, but could not be validated by supporting documentation. 

25. 1 am therefore' uriable to confirm the accuracy and completeness of bank and 
cash balances.. ‘ , 


Unspent conditional grants and; receipts 

26. Contrary to the district municipality’s accounting policy, the unspent conditional 
grants and receipts disclosed at R22;8 rniiliop on the statement of financial 
position arid note 5 to the -annual financial statements are not cash backed to the 
amount of R1,7 million whilst an unreconciled and unexplained difference of. 
R4,8 million was noted between the' opening and dosing balances of the 
disclosure. 
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27. Salient features of conditions attached to grants received were not furnished for 
audit and in the absence of the requested information, 1 am unabl.e to determine 
what portions of the interest earned on unspent grants and subsidies should be 
disclosed in the statement of financial position or otherwise accrued as a 
creditor, 

2S. 1 am therefore unable to express an opinion on the accuracy of unspent 
.conditional grants and receipts. 


Creditors . 

■ 29. The corhpieteness and valuation of creditors disclosed at R19,8 rnillion on the 
face of the statement of financial position and note 4 to the financial statements 
could not be verified as the creditors listing, supplier statements and supplier 
statement reconciliations were not available for audit -purposes. Furthermore 
journals amounting to R742,973 and the clearance of the creditors suspense 
account arhounting to R771,061 were not supported by documentation or 
management explanations. 


Value Added Taxation (VAT) '■ 

30. VAT amounting to R1 1 million was disclosed as a current asset on the face of 
the statement of financial position, while supporting documentation in the form' of 
VAT 201 returns and computations were not provided' to substantiate the 
balance. 

31 . Docuntentatlon supporting journals passed to the arriount of R772,511 arid 
confirmation that VAT was declared on revenue amounting to R8,5 million was 
not provided for audit. In the' absence of other reliable supporting documentation, 
I was unable to perform alternative procedures and provide ah opinion on the 
completeness, existence and valuation of the VAT balance disclosed. 


Property,.plarit and equipment (PPE) • 

32. Property, plant and equipment is disclosed at R8,t million on the face of the 
statenient of financial position and documentation for the journals passed in 
support of the sajd amount were not provided for audit. Similarly documentation 

• supporting additions, to the amount of R633, 443, were not provided. 

33. The provision for backlog depreciation as disclosed in note 24 and stemming 

from the impiementation of GRAP 3, Accounting policies, Change's in accounting 
estimates and errors, to the amount of R957,Q19 Was not substantiated by 
calculations or supporting docurnentation. • • ’ 

34. i noted that six (6) council vehicles were stolen from the district municipality’s 
stores during the year. However, to-date there has been no official report 
presented to council and no disclosure was made in appendix B to the annual 
financial statements, therefore the completeness, , existence, valuation and 
accuracy of assets disclosed in the asset register could not be confirmed. 

35. A loan of R7,4 million was granted by the Development Bank of South Africa to 
the district municipality during the 2004-05 financial year .for the construction of 
municipal offices. An amount of R4,5 million was included in appendix B to the 
annual financial statements in support of the cost of the offices. The usage of the 
difference of R2,9 million could not be reconciled or explained by management. 
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36. In the absence of a fixed asset listing, asset count schedule of a reliable fixed 
asset register, 1 was unable to verify the existence, completeness and valuation 
of PPE. 


Accumulated deficit 

37. AccumulateB deficit to the amount of R8,6 million, as disclosed on the face df'the 
staternent of financial position, is' Inclusive of a con'ective journal passed to 
address prior year changes to the amount of R19,6 million. The concerned 
journal was neither .supported by documentation nor explanations from ■ 
.management and was inappropriately disclosed as a correction of error in 
note 25 rather than a change in accounting policy in note 24. Paragraph 42 of 
GRAP 3, Accounting policies; Changes in accounting estimates, and errors 

V prescribes that any retrospective correction of emors be accounted for by 
restating the compara^ves in the period in which the error occurred. Contrary to 
the said paragraph the municipality accounted for the errors as an adjustment to 
. ^accumulated deficit. Furthermore, the disclosure of the correction of error in the 
statement of change in net assets coritradicts the amount disclosed in note 25 
by R53, 460. 

38. Similarly other journals passed in the composition of the R8,6 million deficit and 
to the amount of R148 million inclusive of journals for the conversion from 
insdtute of municipal financial officers (IMFO) basis of accounting to the 
GRAP/GAMAP basis of accounting Vere not supported by documentation or 
explanations from' management In -the absence of other supporting 
documentation. I was unable to perform alternative procedures and provide an 
opinion bn the validity, accuracy and completeness of the Journals passed for 
accumulated deficit 


Provisions 

39. The staff leave provision amounting to R1 ,2 million was inappropriately classified 
■ and disclosed as part of creditors. This is contrary to the district rhunidpaiity’s 
accounting policy and the prescripts of the GRAP/GAMAP basis of accounting. 
Electronically generated reports from the-PAYDAY leave system supporting the 
disclosure and the compiete and accurate recording of leave forms were not 
provided for audit Furthermore, leave form's and entries on the attendance 
registers were ajso not provided for audit. The required accounting note 
supporting the concerned provision was not disclosed in the annual financial 
statement 

40. 1 further noted that the district municipality has not disclosed a provision for 
performance bonuses- although a culture and constructive obligation has been 
created for the payment of R1 50,460 for annual performance bonuses to 
managerhenf 

41 .. I was therefore unable to confirm, the completeness and accuracy of provisions. 


Reserves 

42. Reserves are disclosed on the face of the statement of financial position and 
note' 1 to the annual financial -statements and comprises of a capitalisation 
reserve and government grant reserve to the amount of R290,203 and R466,514 
respectively. Documentation supporting the composition of these reserves which 
were created as a result of the conversion from the institute of municipal 
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financial ofRcers (IMFO) basis of accounting to the GRAP/GAMAP basis of 
accounting was not provided for audit. 

43. Journals passed against the’ capital replacement reserve to the amount 
R633.433 was not supported by documentation or management explanations. 

44. Therefore, I was unable to confirm the validity, accuracy and completeness of 
Reserves. 


Long term receivables 

45. Long .term receivables' balance of R1 98,868 as disclosed on the face of the 
statement of financial position and note 9 to the annual financial statements - 
includes an amount of R21 rriillion written off without evidence of a formal council 
•resolution. 

46. Journals amounting to R253,787 could not be supported by documentation or . 
management explariations. 

47. A reeorhputation. of long term receivables noted that the disclosed amount is 

understated by 'R239,872 while the current portion of long term receivables is 
similarly understated by R1 30,656. . ' 

48. It i,s therefore not possible to confirm the existence, validity and accuracy of long 
term receivables. 


Related parties 

49-. ] was unable to obtain the representations considered necessary from the 
accounting officer with respect to ‘ the .identlficatjori and balances- of, and 
transactions with, related parties. In the absence of representation 1 cannot 
determine the effect of related party transactions on the annua! financial 
statements. 


.Retirement Benefit . 

50. Note 31 to the annual' financiar statements disclosed that councilors and 
employees belonged to three (3) defined benefit retirement funds. 
Documentation supporting the district municipality’s proportionate share of the 
fund’s liability Of R2do,7 million and assets of R255,4 million was not provided. 
Furtherrhore, iii contravention of paragraph' 38 of I AS 19, Employe& benefits, /\he 
nature of the municipality's obligation under each of these plans, were not 
disclosed and could not be determined from municipal prepared schedules or 
• alternative procedures applied. - ' . - . 

51. 1 was therefore unable to confirm the accuracy, validity and completeness of the 
retirement benefits; 


Comparatives 

52. Comparative amounts for the 2005-06 financial year have not been correctly 
transferred from the 2004-05 financial statements. Significant variances were 
noted in the account balances listed below and thus the comparative amounts 
for these account balances are misstated, consequently the fair presentation of 
financial statements has not been achieved. Furthermore no appropriate 
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disclosures have been made in the financial statements regarding the changes 
in the comparative amounts as required by the adopted basis of accounting. 






. Debtors : 

■sismiil 

R222:i million 

R 54,5 million 

Creditors 

R 66,6 million 




R48.5 miiljoh 

R48,8 rnillion 



• R 202:.'5 million 

1 

j 

• 

i 

■JhklrJBII 

ISSESBai 




Salaries, wages 
and allowances 

R53,5 million 

R 55,8 million 



Cash flow statement 

■53. The cash flow statement presented for audit does not cast noting a unreconcilied 
and unexplained difference of R18 million In the current year and a difference of 
■ R98,4 million in the comparative year. 

Statement Of financial performance 

54. The amounts disclosed per the statement of financial performance Contradict the 
amounts disclosed in the corresponding notes, -and I am therefore unable' to 
determine the accuracy of the said statement I list the contradictions as follows: 

o The comparative amount for government grants and subsidies on the 
statement of financial performance reflects an amount of R179;;1 million while 
the comparative on the corresponding notes does not utter a disclosure. " 

o The comparative for grants and subsidies' paid discloses an 'amount of 
R122,5 million whilst the comparative in'the corresponding note 22 does not 
utter a disclosure. 

o Employee related costs on the statement of financial performance discloses 
an amount of R61 ,4 million with corresponding disclosure on note 18 reflects 
an amount of R63,7 noting a difference of R2,3 million; 


Disclaimer of opinion 

55. Because of the significance of the matters. described in the Basis for disclaimer 
of opinion paragraphs, I have been unable to obtain sufficient appropriate audit 
evidence to provide a basis for an audit opinion on the financial statements of 
Ukhahlamba District Municipality. Accordingly, I do not express an opinion on 
the financial statements. 


Emphasis of matter(s) 

I draw attention to the following matters; 

Going concern 

56. As at the.reporting date the district municipality’s total current liabilities exceeded 
its total current assets by R7,3 miliion whilst the total liabilities exceeded the total 
assets by R7,8 million. I further noted that the negative cash flow situation has 
been experienced by the municipaiify for more than 2 years. The 
abovementioned has a profound impact on the municipality’s ability to deliver 
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services of the right quality and at the time needed. The municipality depends 
iargely on the state assistance for its continued existence. 


Matter affecting the financial statements 

57. Contrary to the prescripts of paragraph. 16 of GRAP 1, the annual financial 
statements were not accompanied by the accounting officer's report. 

. 58. The district municipality's accounting policy for investment property as disclosed 
in.accounting policy note 1.16 was incomplete as it excluded the criteria used by 
the district municipality to determine in what circumstahces, jDroperfy interests 
held under operating leases are classified and accounted for as investment 
property and the methods- and significant assumptions applied in deteimining the 
fair value of investment property as required by IAS 40, IhvestiDenf property. 

Late submission pf financial statements, performance information report and annuai 

report- 

59. The accounting officer of- the district municipality has not submitted financial 
statements and the performance information report within two months after the 
end of the financial year as required by section 126(1)(a) and section 46(1) of 
the Municipal Finance Management Act no, 56 of 2003 (MFMA) and Municipai 
Systems Act No. 32 of 2000 respectively. 

60. The 'accounting officer has furthermore failed to submit an -annual report as 

prescribed by 'section 1 21 ( 1 ) of the M FMA. ■ ■ 

Late finalisation of audit report 

$1 . In terms of section 126(3) of the MFMA I am required to submit my report to the 
Municipal Manager within three months of the receipt of the financial statements. 
In the interest of improving accountability and due to the process implemented 
by me. to ensure consistency in the manner in which material audit findings are 
reported, 1 have delayed the finalisation of my report to the date reflected ori the 
audit report. 


OTHER MATTERS 

1 draw attention to the following matters that are ancillary to my responsibilities in the 
■ audit of the financial statements: 

Material non-compliance with applicable legislation 

Municipal Finance Management Act no, 56 of 2003 (MFMA) 

62. Section 45(3)(b) of the MFMA prescribes that "a municipal council may approve an 
agreement with a lender for a short-term credit facility to be accessed as and when 
. required, including a line of credit or bank overdraft facility; .My audit noted that 
the district municipality was unable to furnish evidence of a council resolution 
approving an overdraft facility of R2,1 million. 

63. Section 46(2)(a) of the MFMA, states that "a municipality may incur long-term 
• debt only if a resolution- of the municipai, council, signed by the rnayor, has 

approved the debt agreemenf . The minutes of the council were reviewed and 
there was no formal evidence identified to suggest that a long term loan of 
R550,000 was approved by resolution of the municipal council. 
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Matters of governance 

64. In compliance with section 165 and 166 of the MFMA, the district municipality 
has established the internal audit function and audit committee. However the 
following material weaknesses were noted in the • internal audit unit and 
functioning of the audit committee: 

■ • The Internal audit which is staffed with a single official has not developed 
. structured procedures to meet the objectives of the unit as per the internal ' 
audit plan. Furthermore no formal evidence .could be furnished supporting- 
•the audit committee’s evaluation of the effectiveness of the internal audit 
uriit. 

• There is no .evidence of the district municipality evaluating the 
performance, skills and Independence of the audit committee members, 
whilst the audit committee charter does not incorporate the evaiuation of 
performance information. 

• There is no evidence In the minutes of the audit committee to suggest 

’ ‘ tjiat the head of the internal audit unit has submitted the proposed 

organogram structure for discussion to the .audit committee. ' 

•. Contrary to section 188 of the constitution of .the republic, the audit 
' committee terms of reference states that the said committee may appoint • 
the district municipality’s regularity auditors. 

Internal control 

65. Section 62(1)(c)(i) of the MFMA states that the accounting officer must ensure 
that, the municipality has and maintains effective, efficient and transparent 
■ systems Of financial bnd risk management and internal' control.. The table below 
depicts the root causes of the matters indicated, as they relate to the four 
components of internal control, in some instances deficiericies exist in more 
than one interna! cohtrol component 


pepoVfing,.. 

,er>virpn|^ent!.J 

iMo’riHofmS:'’' 


'anS?: W: 

iii'.b'fl.'J.'ii'r.’’’ VV!5V’;!;:iiVi iV.'i 

communicati li 

Creditors 



* \ 

s/ 

Provisions 


- 



Property plant 
and 

equipment 



v* 


Other debtors 




v» 

Call' 

investments 

deposits 

- 



v* 

Bank 

balances and 
cash 
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• item 

environment ; 

iWIo'nitorij^g'', ' 

(Control' 
activities ■ 

Infotmafion: . 

communrcati 

ton'® ■ 

Revenue 



' V 


Expenditure 





Salaries, 
wages and 
allowances 

• V 




Creditors 




v* 


Control environment 

66. The municipality did not establish key elements of control environment to 
achieve sound financial management. This resulted in an inadequate level of 
skills and knowledge tc • enable the financial statements to be accurately 
prepared in accordance with applicable basis of accounting. This gave rise to the 
numerous qualifications concerning non-adherence to the accounting standards. 


Control activities 

67. In' terms of the MFMA the accounting officer Is required to ensure that an 
effective and efficient system of inteni'al control is in place. This would require 
■ that policies and procedures be, put in place to achieve'this. The absence of 
adequate docume.ntation of such policies and procedures has resulted in the 
officials not implementing adequate controls. This is evidenced by the related 
matters. reported under provisions, property, plant and equipment, revenue and 
expenditure! 


• Monitoring of controls 

68. The monitoring controls such as. review of reconciliations, confirmations from 
external parties and the internal audit process are not effective! This has this has 
contributed to matters reported on the reconciliation of bank balances and cash. 


information and communication 

69. Management- has failed to put in place adequate information management 
controls at the municipality, consequently this has led to a numerous incidences 
of non-submission of documentation for audit purposes and as a result a scope 
limitation on my audit. / •. - ’ . 


OTHER REPORTING RESPONSIBILITIES 

70. ! have issued a separate audit report on performance measurement as requiijed 
by section 45 on the Municipal Systems Act of 2000 {Act, 32 of 2000). 
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APPRECIATION 

71. The assistance rendered by the staff of the Ukhahlamba District Municipality 
during the audit is sincerely appreciated. 



Auditor-General 
East London 
30 April 2008 



AUDITOR-GENERAL 
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